Poorer countries have a much smaller public sector and correspondingly a smaller tax burden than richer countries, yet, their economic performance has not been necessarily better. Using a simple model, this paper suggests that the growth and welfare effects of taxation are mediated through institutional quality; consequently, optimal tax levels increase with improved institutional quality. The paper then employs firm-level perceptions on the quality of public services and on the tax burden to test some of the model's predictions. Consistent with these predictions, the paper finds that a higher level of institutional quality bolsters positive perceptions of the quality of public services while at the same time moderating the view of taxes as an obstacle to growth.
Introduction
High taxation and a large public sector can potentially distort choices (Meltzer and Richard, 1981) and also lead to corruption and rent seeking, thus impeding economic growth. 1 Yet, despite the overall lighter tax burden in developing countries, there has been remarkably little, if at all, convergence in incomes with the developed world and scarce evidence that growth in the latter has been impeded by a large public sector. 2 In fact, one of the most striking differences between the economies in advanced countries and in developing countries is in the role of the public sector, the former typically having a relatively large public sector, with a substantial commitment to public health, public education, infrastructure, and social security, whereas in developing countries these programs either do not exist or do not entail broad population coverage. 3 Consequently, the tax burden is substantially greater in developed than in developing countries. 4 One of this paper's goals is to reconcile these observations. Using a simple model, the paper argues that the state's law-enforcement enforcing capacity is crucial to understanding the size and the quality of the public sector and its effect on growth. Where the enforcement quality is high, taxation to finance public spending is much less detrimental for growth than with weak enforcement, so that growth-maximizing tax rates are higher. In a sense, better enforcement quality makes taxation more affordable. Adding the aspect of law enforcement to a relatively standard framework helps explain some of the empirical regularities related to the public sector's efficiency.
We then test some of the implications of the theoretical framework. The focus of our empirical analysis constitutes firm-level perceptions of the quality of public services in general 1 For example, Fisman and Wei (2004) , and Olken (2006) , document how taxation gives rise to corruption in China and in Indonesia, respectively; Reinikka and Svensson (2004) illustrate how public spending on education has been largely wasted because of corruption in Uganda. 2 See Lindert (2004) for historical analysis and Easterly and Rebelo (1993) for contemporary evidence. 3 For example, the average for central government spending as a share of the GDP between the years 1996-2000 was almost 40 percent in the high-income group of countries and less than 15 percent in the low-income group of countries (authors' calculations based on various years of the World Bank Development Report). 4 Thus, the share of the GDP collected in tax revenues in recent years was about 30 percent in high-income countries, but only some 10 percent in low-income countries for which data are available. A strong robust relationship between the GDP and tax revenues across countries can be easily discerned from glancing at the data of some high-income countries such as Belgium, Italy, and the Netherlands, where almost 50 percent of GDP is collected in tax revenues, whereas many low-income countries collect 10 percent or even less (World Development Report, recent years).
and in specific areas such as infrastructure, health, and education, and on the severity of the tax burden. The responses suggest that, consistent with the model's implications, a better institutional quality reinforces the perceived efficiency of public sector and lowers the perception of the tax burden as an obstacle to firms' business activity.
This paper is related to several literatures. One is the relatively small but evolving literature on the determinants and the growth effects of informality. The significance of informality for capitalistic development is well articulated in De Soto (2000) . 5 Other related work emphasizes the role of public investment in development. Barro (1990) , for instance, is a seminal contribution in this regard, although its model does not consider the informal sector.
Finally, there is work on the determinants of the size and the capacity of the public sector. In regard to the former, Wagner's law suggests that the elasticity of the size of the public sector with respect to output exceeds one, and some more recent literature focuses on the political economy aspects of these determinants. 6 The literature on the effective capacity of the public sector is much more limited. In fact, La Porta et al. (1999) , is the only contribution we are aware of in this regard, and we will comment on this paper in greater detail below; our paper can be viewed as complementary to La Porta et al. (1999) in providing additional evidence on the determinants of government quality.
The rest of the paper proceeds as follows. Section 2 presents the basic framework, followed by an equilibrium analysis, in Section 3. Section 4 contains the empirical analysis of some of the theoretical implications, and Section 5 concludes with brief remarks.
Basic Framework
The illustrative framework is relatively standard and may be considered a variation on the influential model in Meltzer and Richard (1981) . Consider an economy populated by a measure one of non-overlapping households indexed by i, operating in discrete time t.
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Each family 5 See also Loayza (1996) and Sarte (2000) for some analytical approaches. Empirical work on this issue includes Schneider and Enste (2000) , who provide macroeconomic estimates of informality, Friedman et al. (2000) , Johnson et al. (2000) , and Dabla-Norris et al. (2007) ; in particular, the latter papers provide evidence that enforcement quality is a more important determinant of informality than fiscal policies. 6 See, for example, Alesina et al. (1999 ), Milesi-Ferreti et al. (2002 , and Boix (2001) for a more systematic literature review; the latter paper also contains a thorough literature review. 7 The assumption of non-overlapping generations is a considerable simplification that enables us to break the intergenerational link in decision making; without this assumption, deriving analytic solutions for collective decisions can be very difficult.
consists of a parent and child, and the parents make the decisions. 8 The initial level of household i's income is exogenously given at y io , and the income level in period t, y it , is endogenously determined.
Individuals receive parental investment, b it-1 , which is subject to a statutory tax at the rate of T t . Individuals can, however, evade paying their taxes by hiding their endowment or by moving their activity into the informal sector. Thus, we assume that a declared part of the parental bequest, 1-h it , is taxed at the rate of T t , and the proceeds are used to provide the public good. The complementary part, h it , is hidden from the tax authority and shifted to the informal sector. In case of an audit, however, the individual is subject to a penalty. It is assumed that the penalty results in a net loss. This is presumably because of the outlays to cover the costs of monitoring and auditing, which increase the probability of detection of informal activities. Also, incorporating explicitly this latter probability would not alter the results in any manner. These aspects are not explicitly modeled here, as our focus is on the implications of this interaction between the state and the individuals rather than its microeconomic foundations.
Without specifying the details of the auditing procedure we let P(h it ; φ t ) = φ t h it 2 /2 denote the penalty (as a fraction of investment) imposed on an individual hiding h it , where φ t > 0 is interpreted as the enforcement quality. 9 The seminal paper Allingham and Sandmo (1972) and subsequent work provide useful framework for microeconomic analyses of tax evasion and auditing; this literature enable an endogenous derivation of the penalty and the evasion activity.
As our interest here is less with these aspects and more with their macroeconomic implications, a reduced-form specification as above is adopted. The aggregate share of hidden resources is interpreted as the relative size of the informal sector.
In each period, households' income is allocated between consumption and investment.
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Normalizing the prices to unity, we therefore write the budget constraint as follows:
Our assumptions imply that the share of disposable bequests is
Total income is a function of disposable parental bequests, which constitute net private investment, and of the amount of the publicly provided good, G t . Assuming a linear production technology, for simplicity we obtain:
where A>1, and β is the marginal productivity of the public good, relative to that of the bequests;
and we assume β > ½ to guarantee an internal solution. This formulation, in particular, allows for public investment to be more or less productive than private investment. This is in line with the empirical literature, which comes up with ambiguous results in this regard. While an early paper Aschauer (1989) suggests that public investment may be more productive, later work such as Gramlich (1994) qualifies this conclusion, see Gramlich, 1994 . Incorporation of the public good into a growth framework follows the seminal work of Barro (1990) . It will additionally be assumed that the public good fully depreciates at the period's end and that the government budget is balanced in each period.
This good is financed by taxes, so that with balanced budget in each period its amount is
Parental utility is derived from current family consumption and from the investment bequest left to one's offspring. For tractability we specify the utility as follows:
In each period, given the level of enforcement and the tax rate, individuals allocate their income between consumption and investment and determine the fraction of unreported income.
Analysis
Given the policy parameters and family income, the utility (5) maximizing income allocation is
substitution of which back into the utility function yields
Maximizing with respect to the share of hidden income, we obtain
so that informality is an increasing function of the tax rate, more so when enforcement quality is lax, and a decreasing function of enforcement quality. Substitutions then yield
Recalling the definition of a public good and assuming for simplicity that T t <φ t , so that individuals hide just a part of their effort, further substitutions yield
where B t-1 is the aggregate bequest.
Differentiation reveals that the relationship between the tax rate and the amount of the public good is non-monotonic, increasing initially, when T t < φ t /2, and decreasing afterwards. This is not surprising as, when the tax rate is high, individuals react by hiding a larger portion of the bequeathed resources, generating a decreasing portion of the Laffer curve. The public goodmaximizing tax rate, T t = φ t /2, is an increasing function of enforcement quality. Further, differentiation reveals that enforcement quality enhances public good provision.
More generally, we have Proposition 1. The effect of taxation on informality works through enforcement quality and is stronger when the latter is lax. Consequently, the effective amount of the public good is a nonmonotonic function of the tax rate, first increasing and then decreasing, and an increasing function of the enforcement quality; also, better enforcement quality implies a higher tax rate that maximizes the effective amount of the public good.
This result has direct implications for the effect of policy variables on the economy's average income growth. Recall that income and utility are determined by
Analysis of (10) reveals that income inequality is a decreasing function of both the tax rate and the enforcement quality.
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Aggregating over the entire population, the aggregate utility and average income are (11) and the economy's growth rate, therefore, is
Differentiation reveals that, with our assumption on β, it is maximized for
which, again, is an increasing function of the enforcement quality; and comparison with the tax rate maximizing the level of the public good, T t = φ t /2, reveals that growth maximization requires a smaller tax rate. This is because taxes lower the disposable level of bequests, in addition to their effect on the public good. Also note that, as seen by differentiating (12), the level of enforcement has a positive effect on growth, because the positive effect on the provision of the public good outweighs the negative effect of reducing net private investment. Further, since aggregate utility is equivalent to aggregate income, the same tax rate also maximizes welfare.
Differentiation of (10) and assuming an internal solution yields individual i's preferred tax rate:
and total differentiation of (14) reveals that for all individuals with y it-1 < 2βY t-1 -hence, recalling that β>1/2, for a majority of the population-the preferred tax rate increases with the level of institutional quality.
Collecting the results, we obtain 11 Let j and k be two individuals, with y jt-1 > y kt-1 ; then the income gap between their respective descendants, y jt -
, decreases in T t and in φ t . Since this holds true for any pair of individuals, higher taxes and enforcement decrease inequality. Note, however, that as long as the tax rate and the level of enforcement quality are positive income inequality decreases over time; otherwise, it remains constant.
Proposition 2. Income inequality decreases in the tax rate and in the quality of enforcement; the growth and welfare-maximizing tax rate in each period increases in the level of the enforcement quality; and the preferred tax rate increases in the quality of enforcement for population majority.
Our theoretical analysis generates several implications. One implication, that taxation affects informality through the intermediation of institutional quality, seems to be highly consistent with recent findings. While early work found that tax burden and government regulations lead to a larger informal sector (see Schneider and Enste, 2000) , more recent research suggests that when institutional variables are included in the regression specification they trump the tax and regulation variables (Chong and Gradstein, 2007) . Further, using firm-level data,
Friedman et al. (2000) and Johnson et al. (2000) in their analysis of transition economies find that firms' trust in the rule of law explains their tendency to go informal much better than measures of the tax burden.
Using firm-level data, Dabla-Norris et al. (2007) find that, while both taxes and regulations tend to be associated with higher levels of informality, the rule of law emerges as its dominant predictor. Regression analysis indicates that the adverse effect of taxes in this regard is moderated by a high level of the rule of law as perceived by firms, which is again consistent with our analytical findings; it also indicates that stronger rule of law is associated with more efficient government, which in turn also decreases the propensity to go informal.
Therefore we focus here on a different implication of the theoretical framework, namely, that a better institutional environment is associated with a better-functioning public sector. Some preliminary insights here may be derived from La Porta et al. (1999) , which exhibits highly significant correlations across countries between measures of institutional quality such as the political rights index on one hand and measures of the size of the public sector (the fraction of the labor force employed in the public sector) and its outcomes (such as in health, education, and infrastructure) on the other hand. 12 Their cross-country regressions also reveal that institutional proxies are associated with the size of the public sector.
While these findings provide valuable insights generally consistent with the model's predictions, it is important to enhance them with more disaggregated evidence whereby country fixed effects would be minimized. The dataset generated through the World Business Environment Survey (WBES) by the World Bank allows us to provide such evidence. We now proceed to describe this dataset.
Empirical Evidence

Data and Empirical Strategy
The survey was taken as an initiative of the World Bank Group, in partnership with many other institutions seeking to obtain feedback from enterprises on the state of the private sector in client countries; to measure the quality of governance and public services, including the extent of corruption; to provide better information on constraints to private sector growth, from the enterprise perspective; to establish the basis for internationally comparable indicators which can track changes in the business environment over time, thus allowing both for competitive assessment and impact assessments of market-oriented reforms; and to stimulate systematic public-private dialogue on business perceptions and the agenda for reform. The field work was carried out between 1999 and 2000 by private polling of a representative sample of firms in each country that met requirements for inclusion based on sector, size, location, and ownership characteristics. 13 The objective was to gather information on a sizeable number of firms in several countries around the world, which was accomplished for most of the sample. 14 The sample consists of firm-level survey responses of thousands of firms in more than 80 countries, many of them developing and in transition. The survey asked each business to rank the constraints or problems impacting on their operations. This process involved an extensive questionnaire undertaken via a face-to-face interview with either the firm managers or firm owners of each company. As a result, the survey reports comparative measurements based on 13 The particular requirements that had to be filled by the sample selected were as follows. Sector: In each country, the sectoral composition in terms of Manufacturing (including agro-processing) versus Services (including commerce) will be determined by relative contribution to GDP, subject to a 15 percent minimum for each category. Size: At least 15 percent of the sample shall be in the small and 15 percent in the large size categories. Ownership: At least 15 percent of the firms will have foreign control. Exporters: At least 15 percent of firms will be exporters, meaning that some significant share of their output is exported. Location: At least 15 percent of firms will be in the category "small city or countryside." 14 The countries and number of firms (in parenthesis) included in the survey are: Argentina (76) firms' perceptions about their business environment as shaped by a variety of economic and policy factors.
Crucially for testing the model's implications, we use as proxies of the supply of public goods respondents' answers to questions on the quality of public services such as infrastructure, health and education, and security, and the efficiency of the government in delivering those services. A typical question is as follows: "How would you generally rate the efficiency of central and local government in delivering services?" with responses ranging from "1=very inefficient" to "6=very efficient." Also, we use as proxies of the institutional quality questions related to the firm's perception of the quality of the judicial system and its functioning, as well as the main institutional constraints on firm growth, such as policy instability and corruption.
Finally, responses to questions on obstacles to firm growth posed by taxes and their regulation are taken as proxies of the tax burden.
We additionally include country-wide variables, in particular, institutional quality and the tax rate. The former is taken from International Country Risk Guide ( Table 1 provides detailed definitions of all the variables used in this paper and Table 2 provides corresponding summary statistics, whereas the Appendix exhibits the correlation matrix along with corresponding statistical significance.
Specification and Results
Our analysis concentrates on testing the implications of the theoretical model above, particularly Proposition 1. 15 Table 3 presents our benchmark specification for the determinants of the efficiency of the government in delivering public services. As our dependent variable is categorical, we run ordered probit regressions and show the coefficients obtained.
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We find that, on average, government-owned firms perceive the government as relatively efficient in delivering public services. Also, the size of the firm is positively linked to the perception of government efficiency. In contrast, we do not find any significant relationship between a firm's sector and views of government efficiency.
Consistent with the predictions of the model, and similar to previous country-level evidence (La Porta et al., 1999) , we find a significant association between the quality of institutions and efficiency in the provision of public services at the firm level. Furthermore, in order to exploit the between and within-country variation that our data allow, we include both country-level and firm-level variables that takes into account the quality of institutions. As described above, at the domestic level we use the institutional quality index from ICRG (2006).
At the firm level we use answers to questions involving institutional constraints on growth, particularly questions relating to policy instability, corruption, and the overall assessment of the quality of the judiciary. The evidence presented in Table 3 shows that there is a highly significant association between the quality of institutions and the efficiency of the government in providing public services. Particularly, the more stable and predictable the policy environment, the less corrupt and the more reliable the judiciary is perceived to be, and the more efficient government is in delivering public services. Table 4 shows the marginal coefficients of our variables of interest based on our benchmark regression on the first column of Table 3 . These results are consistent with those describe above. For instance, an increase in one standard deviation in the quality of institutions index-equivalent to moving from the institutional quality level of Mexico (7.8) to that of Spain (11.7)-is associated with a 0.3 percent increase in the probability of ranking the performance of the government as "very efficient." Similarly, at the firm level, a move from a response that policy instability poses a "minor obstacle to growth" to "no obstacle at all" is associated with an increase of about 0.7 percent in the probability of ranking the government as "very effective."
Further, in Table 5 we present evidence on firms' perception of tax rates and regulation as obstacles to growth as determined by firm characteristics, overall institutional quality, current tax rates, and the quality of public goods provided by the government. As expected, higher tax rates, measured by the value added tax (VAT) rate, are positively related to the perception of taxes as an obstacle for growth, but the institutional quality index and the quality of public services are negatively associated with this perception. Table 6 presents further evidence on the impact of institutional quality on the quality of services by using other variables that capture the quality of delivery of public goods, particularly education, public health, water service, electric power, the postal system, and the overall quality of public works, focusing on the coefficients of the variables of interest. We find that there is a robust, positive, and statistically significant link between the measures of institutional quality and the quality of the various services provided by the government, as well as its efficiency.
Robustness
Since our model emphasizes the legal enforcement aspect of institutional quality, in Table 7 we further focus on law enforcement as a determinant of government efficiency. The survey's detailed coverage of firms' perceptions of the legal system allows for analysis of various features of the system, including but not limited to its speed, fairness and impartiality, and enforceability; as can be seen, each of these is positively related to perception of the government as an effective provider of services. As the country-level institutional proxy remains highly significant and with a positive effect, so does our measures of the efficiency of the courts.
Furthermore, the robustness of the results is not only confirmed by the effects of other institutional proxies but also by other indices of the quality of the public services.
A possible shortcoming of our findings is the potential bias generated by problems such as endogeneity or reverse causality between the government's efficiency in delivering services and institutional quality. For instance, governments that provide high-quality public services can also have good institutions. We employ instrumental variables to alleviate this concern. In space considerations, we provide marginal coefficients for benchmark results, only, see Tables 4. We would be happy to provide the additional marginal calculations upon request. 17 A table with the corresponding marginal coefficients may be provided upon request.
particular, we use a two-stage procedure with legal origin as our instrument, as has been shown in the literature (e.g., La Porta et al., 1998 and , that the origin of the legal system of a country is a very strong determinant of its current institutional quality. Also, it is reasonable to believe that the legal origin of a country may be minimally related to the efficiency of the government in the delivery of public services as, unlike the overall quality of the institutions of a country, it is more likely that efficiency in the delivery of services may be determined by shortrun conditions rather than those that created the legal framework of the country some time ago (La Porta et al., 1999) . Notice that since the institutional quality index is a continuous variable, and the firm-level assessment of the institutions is a categorical one, we must adopt somewhat different methodological procedures for each case. We instrument the institutional variables at the country and firm level using legal origin dummies as instruments in the first-stage regressions. For country-level institutional quality, we first run an ordinary least squares specification; for the case of the firm level institutional variables, we run ordered probit regressions, obtaining the predicted probabilities for each value of the endogenous variable, which are included as regressors in the second-stage regression (we omit the lowest category, which stands as the base). The corresponding marginal coefficients are shown in Table 8 .
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Overall, we observe that the effect of institutions tends to increase significantly. For instance, an increase of one standard deviation in the quality of institutions index is associated with an increase of 1.2 percent in the probability of ranking the efficiency of the government as "very efficient." For the case of firm-level institutional variables, the corresponding probabilities also increase once we control for endogeneity.
Conclusions
This paper's starting point is the observation that neither the size of government nor the tax burden seems in itself to impede economic performance in a cross-section of countries. It then provides a theoretical model whereby the growth effect of taxes is mediated through the lawenforcing ability of the state. The results then indicate that the growth-promoting and welfaremaximizing tax rate, hence the size of the public sector, increases with the enforcement ability.
We then test these results using firm-level data that contain information about satisfaction with public services and the extent to which taxation is viewed as an obstacle to growth. It turns out that institutional quality affects both: the better public services are perceived to be, the less detrimental is taxation. All this lends support to the analytically derived and commonly observed cross-country positive association between institutional quality and government involvement. 
Company is owned by a foreign investor
Answer to the question on the nationality of the owners. The variable takes the value of 1 if the company is owned by a foreign investor, and zero otherwise. Government owns the company Answer to the question on the ownership of the firm. The variable takes the value of 1 if the company is owned by the government, and zero otherwise. Size: Medium A firm is defined as medium size if it has between 51 and 500 employees.
Size: Large A firm is defined large size if it has more than 500 employees. 
Manufacturing
Confidence in judicial system
Answer to the statement: "I am confident that the legal system will uphold my contract and property rights in business disputes". The answer ranges from 1 to 6, where 1=fully disagree, and 6=fully agree.
Courts-enforceability
Answer to the question: In resolving business disputes, do you believe your country's court system to be: Decisions Enforced. The answer ranges from 1 to 6, where, 1=never, and 6=always. Courts-consistent Answer to the question: In resolving business disputes, do you believe your country's court system to be: Consistent. The answer ranges from 1 to 6, where, 1=never, and 6=always.
Courts-affordable
Answer to the question: In resolving business disputes, do you believe your country's court system to be: Affordable. The answer ranges from 1 to 6, where, 1=never, and 6=always. Courts-quick Answer to the question: In resolving business disputes, do you believe your country's court system to be: Quick. The answer ranges from 1 to 6, where, 1=never, and 6=always. Courts-honest Answer to the question: In resolving business disputes, do you believe your country's court system to be: Honest/Uncorrupt. The answer ranges from 1 to 6, where, 1=never, and 6=always. Courts--fair & impartial Answer to the question: In resolving business disputes, do you believe your country's court system to be: Fair and Impartial. The answer ranges from 1 to 6, where, 1=never, and 6=always.
WBES
Table 1. Variable Definitions (continued)
Firm's Perception about Quality of public services
Efficiency of government in delivering services
Answer to the question: How would you generally rate the efficiency of central and local government in delivering services? The answer ranges from 1 to 6, where, 1=very inefficient, and 6=very efficient. Quality of education Rating of the overall quality and efficiency of services delivered by the following public agencies or services: Education services/Schools. Answer ranges from 1=Very bad, to 6=Very good. Quality of public health Rating of the overall quality and efficiency of services delivered by the following public agencies or services: Public Health Care Service/Hospitals. Answer ranges from 1=Very bad, to 6=Very good. Quality of water Rating of the overall quality and efficiency of services delivered by the following public agencies or services: The Water/Sewerage Service/Agency. Answer ranges from 1=Very bad, to 6=Very good. Quality of power Rating of the overall quality and efficiency of services delivered by the following public agencies or services: The Electric Power Company/Agency. Answer ranges from 1=Very bad, to 6=Very good.
Quality of telephones
Rating of the overall quality and efficiency of services delivered by the following public agencies or services: The Telephone Service/Agency. Answer ranges from 1=Very bad, to 6=Very good. Quality of public works Rating of the overall quality and efficiency of services delivered by the following public agencies or services: Roads Department/Public Works. Answer ranges from 1=Very bad, to 6=Very good.
WBES
Country-level institutional quality
Quality of Institutions index Average of the index in the period 1998-2002. The aggregated index comprises: (a) Corruption -Assessment of the corruption within the political system. The most common form of corruption met directly by business is financial corruption in the form of demands for special payments and bribes connected with import and export licenses, exchange controls, tax assessments, police protection, or loans. It is also more concerned with actual or potential corruption in the form of excessive patronage, nepotism, job reservations, "favor-for-favors,' secret party funding, and suspiciously close ties between politics and business, (b) Law and Order -Law and Order are assessed separately, with each sub-component comprising zero to three points. The Law sub-component is an assessment of the strength and impartiality of the legal system, while the Order subcomponent is an assessment of popular observance of the law. A country can enjoy a high rating -3 -in terms of its judicial system, but a low rating -1 -if it suffers from a very high crime rate of if the law is routinely ignored without effective sanction (for example, widespread illegal strikes), and (c) Bureaucratic Quality -The institutional strength and quality of the bureaucracy is another shock absorber that tends to minimize revisions of policy when governments change. High points are given to countries where the bureaucracy has the strength and expertise to govern without drastic changes in policy or interruptions in government services. Countries that lack the cushioning effect of a strong bureaucracy receive low points because a change in government tends to be traumatic in terms of policy formulation and day-to-day administrative functions. The index takes values between 0 and 18. Table 3 , namely, whether the company is owned by foreigners or the state, whether the size of the company is large or medium, whether the industry is manufacturing, agriculture, construction, or services, and the country-level institutional index. These variables have been omitted for the sake of economy. Robust z-statistics in parentheses. Standard errors clustered at country level. * significant at 10%; ** significant at 5%; *** significant at 1% The dependent variables are shown in the first line, and the independent variables, as well as some relevant statistics, are in the first column. Coefficients obtained after estimating models similar to those specified in Table 3 . Robust z-statistics in parentheses. Standard errors clustered at the country level. * significant at 10%; ** significant at 5%; *** significant at 1% (-3.40)*** (-3.13)*** (-1.63)* (3.17)*** (3.26)*** (3.43)*** The number of observations is 5940, the Log-likelihood is -9029.25, the Pseudo-R-squared is 0.02, and the corresponding Chi-Squared is 199.68. We instrument the institutional variables at the country and firm level using legal origin dummies as instruments in the first stage regressions. For the country level institutional quality, we first run an ordinary least squares specification; for the case of the firm level institutional variables, we run ordered probit regressions, obtaining the predicted probabilities for each value of the endogenous variable, which are included as regressors it in the second stage regression (we omit the lowest category, which stands as the base). Robust z-statistics in parentheses. Standard errors clustered at the country level. * significant at 10%; ** significant at 5%; *** significant at 1%
